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First Quarter 2018 Review
 

STOCK MARKET 

The first quarter of 2018 was a tale 

of two markets. The month of 

January was a continuation of 2017; 

market was calm and continued for 

the most part in a straight upward 

trend. As we moved into February, it 

was if we turned a corner. The 

anticipated tax reform euphoria was 

over. Market volatility that was 

missing all of last year returned. In 

February the worries were 

inflationary pressures would lead to 

numerous interest rate increases by 

the Federal Reserve. By March the 

anxiety was now related to the 

potential for trade wars, which could 

possibly affect the earnings of 

numerous large US companies that 

do business overseas. It started with 

the announcement of the US 

imposing tariffs on imported 

aluminum and steel and then later 

became more encompassing with 

the announcement of additional 

widespread tariffs on China imports.  

Last quarter was the first in the last 

nine quarters that most major U.S. 

stock and bond indexes declined. 

The S & P 500 index dropped 1.2%, 

the Dow Jones Industrial Average 

had a larger decline of 2.5%. 

However, the NASDAQ composite 

(after a terrible March) managed to 

still be positive with a gain of 2.3%. 

After the S&P 500 first quarter loss, 

the trailing price/earnings ratio is still 

approximately the same level it was 

this time last year, 25. The index  

 

 

dividend yield is also about the 

same as early last year, 2%. 

Earnings expectations are rising 

and growth is forecasted to be in 

the double digits this year (partially 

helped by lower corporate tax 

rates). With a healthy decline in 

many stocks in the first quarter, a 

large swath of the market is priced 

at lower valuations than last year 

given the expected earnings 

growth. 

Foreign stock markets in general 

fared no better than the U.S. 

market. The MSCI EAFE index of 

developed markets measured in 

U.S. dollars dropped over 2% last 

quarter. In fact, most did worse, 

especially the developed markets 

on a local currency basis. Notably 

the UK FTSE index and the 

Japanese Nikkei index declined 

over 7%, as measured in local 

currency terms. As a U.S. investor 

in these markets, your losses 

weren’t as dramatic since the U.S. 

dollar continued to weaken against 

most foreign currencies. Emerging 

markets in general fared better. A 

good part of their strength can be 

attributed to the rise in prices of 

many commodities (ex. oil, corn, 

soybeans) in the first quarter which 

benefitted markets such as Russia 

and Brazil. 

BOND MARKET 

The bond market also suffered a 

decline in the first quarter as 

measured by the Bloomberg 

Barclays US Aggregate bond index 
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which had a total return of -1.5%. 

Yields rose (meaning bond prices 

declined) for most bond sectors. In 

particular, investment grade 

corporate bonds and emerging 

market debt were the worst 

performing due to widening spreads 

versus the benchmark US Treasuries. 

In addition an elevated supply of 

corporate bonds came to the market 

early this year pressuring prices. 

Going forward however, the new tax 

plan has capped the amount of 

interest expense that can be 

deducted by corporations, and 

companies will be encouraged to 

repatriate cash from their overseas 

cash reserves. Both of these factors 

may dampen the amount of future 

corporate debt issued, possibly 

lowering the supply. In the municipal 

bond arena, tax reform included a 

provision that eliminates tax-

favorable treatment of advance 

refunding bonds. This may lessen 

the future supply of municipal bonds.  

In March, the Federal Reserve 

increased the Fed Fund target rate 

with expectations of at least two 

more rate hikes to come this year. 

This was one reason for the rise in 

short term Treasury yields last 

quarter. Although all Treasury yields 

rose in the first quarter, the short-

term rate increases were more 

pronounced as the yield curve 

flattened. With the unwinding of 

quantitative easing by the Federal 

Reserve, yields will more than likely 

continue to rise. But given lower 

interest rates in other developed 

countries, US Treasuries are still an 

attractive investment for many on a 

global basis. In general, high quality 

bonds can perform as a stabilizer in 

diversified portfolios. 

OUTLOOK 

All good things must come to an end. 

However, experiencing little volatility 

and consistent stock market gains is 

actually NOT the norm. We think the 

dip in the equity markets in February 

and March was actually quite healthy, 

and active managers like ourselves 

were able to pick up some stocks at 

more favorable prices. It was simply 

a situation of too fast too soon. 

Controversy in the White House, 

missile strikes on Syria, a potential 

trade war with China? Now that 

sounds more normal. To be quite 

blunt, we ARE NOT in a trade war 

with China and at this point China 

would suffer greatly if we bought less 

of their goods. In a trade war we 

think the negative effects would be 

short-term with much greater 

benefits longer-term. Having more 

fair business practices is a good 

thing and our country’s desire for 

cheap products has put us in our 

current position. With no definitive 

dates for the tariffs, it is quite 

possible that Trump is simply saber 

rattling in order to keep China in 

check. Our 12-18 month outlook for 

stocks hasn’t changed. Every 

positive factor we mentioned in our 

last quarterly newsletter (i.e. tax cuts, 

accelerating economy, potential 

repatriation of tens if not hundreds of 

billions of foreign-held funds) has not 

changed. Corporations and 

individuals should have no want of 

extra capital. These factors, though, 

usually do not become visible as 

economic growth for six months or 

more. Furthermore, the deployment 

of such funds may take more than a 

year and the current upward 

economic trends are why we are 

fairly bullish over the next twelve 

months. 

The traditional energy sector seems 

to be on the road to recovery. With 

Saudi Aramco (Saudi Arabia’s state- 

owned oil company) pursuing an IPO 

in the near future, they would like to 

see oil prices rise and most likely 

would use their global influence to 

achieve this. We would not be 

surprised to see $80 or $100 per 

barrel in the coming year. The 

greater presence of U.S. producers, 

though, could stem this rise. Our 

greatest concern is over quick moves 

in prices. A gradual increase would 

allow companies to adjust 

accordingly. 

Our view on bonds has not changed 

in over seven years. Rates will go up 

and we think this is a good thing until 

we reach more historic norms. 

Shorter duration bonds make more 

sense in this environment. The 

difference between a 5-year T Bill 

and a 30-year treasury bond is 

only .33%. That means you are 

getting 1/3 of a percent more for 25 

years more of risk; certainly not 

worth it, in our opinion. 

Our long-term views have mostly 

been consistent with our investment 

portfolio construction. Anecdotal 

evidence suggests that investors are 

worried about the longevity of the 

bull market. But what is too long and 

what is a bear market? Ten percent 

is considered a correction and we’ve 

already experienced that in the first 

quarter. A bear market is usually 20% 

or more. So how long before we hit 

that bear market? Would you believe 

that from 1975 to 2000 (26 years) the 

worst performance of stocks in a 

calendar year was -9.0%? The 

correction we had from peak to 

bottom in the first quarter of 2018 

was more than that! Granted, 2000-

2002 was the internet bust, but even 

after that decline you would have 

made 25x your money since 1975 in 

an S&P 500 index fund. Another long 

stretch of market returns without a 

collapse was 1942-1973 (32 years), 

where there were no years that lost 

more than 10.46% in any calendar 

year. So am I data mining; i.e. 

looking for these specific situations? 

YES! But these two stretches of fairly 

consistent growth in the stock market 

represent the majority (64%) of all 

the years in modern stock market 

history (1928-2018). More than a 

quarter of a century can go by 

without any kind of great financial 

collapse. One could even make the 

argument that with new legislation, a 

2008 financial crisis might not 

happen for another generation. Let 

us hope that is the case. 
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